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SUBJECT: Manufacturers’ Investment Credit/Qualified Property Includes Computers &
Peripheral

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

X AMENDMENTSIMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous analysis of bill as
introduced/amended

X FURTHER AMENDMENTS NECESSARY.
DEPARTMENT POSITION CHANGED TO
REMAINDER OF PREVIOUS ANALYSIS OF BILL AS INTRODUCED/AMENDED STILL APPLIES.

OTHER - See comments below.

SUWARY OF BILL

This bill would add manufacturers of custom or prepackaged conputer software
(involved in activities described in Standard Industrial Cassification (SIC
codes 7371 to 7373) to the Manufacturers’ Investment Credit (MIC).

This bill also would provide that a small business involved in specified computer
activities (activities described in SIC codes 7371 to 7373) may claim the MIC on
that portion of costs which may be allowable to be expensed under Section 179 of
the Internal Revenue Code (IRC). However, the taxpayer would be required to
reduce the amount of the Section 179 expense deduction by the amount of the
credit.

This bill would make changes to the sales tax laws which will not be analyzed as
they do not impact the department’s programs and operations.

SUMMARY OF AMENDMENT

The June 11, 1998, amendments deleted the provisions declaring the Legislature’s
intent to expand the MIC to activities relating to computer programming and
computer software and inserted language (similar to the April 9, 1997,
amendments) to expand the MIC to those activities.

EFFECTIVE DATE

As a tax levy, this bill would become effective immediately upon enactment and
would apply to taxable or income years beginning on or after January 1, 1998.
Further, the bill would specify that for purposes of the MIC, taxpayers engaged
in activities described in SIC codes 7371 to 7373 qualified costs would not
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i nclude costs associated with a binding contract in existence on or prior to
January 1, 1998.

LEG SLATI VE H STORY

SB 671 (Stats. 1993, Ch. 881); SB 676 (Stats. 1994, Ch. 748): AB 2661 (1995/96):
SB 38 (Stats. 1996, Ch 954.): SB 1106 (Stats. 1997, Ch. 604): AB 2441 (1997/98).

SPECI FI C FI NDI NGS

Existing state and federal |aws generally allow a depreciation deduction for the
obsol escence or wear and tear of property used in a business or investnent
property. The property nust have a limted, useful life of nore than one year
and i ncl udes equi pment, machinery, vehicles and buil dings, but excludes |and.
Property is assigned to specific classifications related to the nunber of years
of its useful Iife. The property then nay be depreciated over the nunber of
years of its useful life (recovery period).

Exi sting state and federal |aw, for non-corporate taxpayers, provide that in lieu
of depreciation, a taxpayer with a linmted annual investnent could elect to
deduct up to a specified anbunt of the cost of qualifying property placed in
service for the taxable year. For taxable years beginning during 1998, the
federal deduction anpunt is $18,500 and the state deduction amount is $16, 000.

Existing state | aw provi des corporate taxpayers a special first-year depreciation
al l onance on tangi bl e personal property having a useful |life of six years or
nore. This deduction is in addition to the regul ar depreciation on the bal ance
of the cost. The deduction is Iimted to 20% of the cost of the property,
limted to $10,000 of property per year.

Exi sting state and federal |aws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business.

Exi sting state | awallows taxpayers to use various credits against tax. The MIC
allows qualified taxpayers a credit equal to 6% of the amount paid or incurred

after January 1, 1994, for qualified property that is placed in service in

California.

For purposes of the MIC, a qualified taxpayer is any taxpayer engaged in
manufacturing activities described in specified codes in the SIC Manual.
Qualified property is any of the following:

1) Tangible personal property that is defined in Section 1245(a) of the
Internal Revenue Code and used primarily:

« for manufacturing, processing, refining, fabricating or recycling of
property;

« forresearch and development;

» for the maintenance, repair, measurement, or testing of otherwise
qualified property; or

« for pollution control which meets or exceeds state or local
standards.
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2) The value of any capitalized | abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow.

3) Special purpose buildings and foundations that are an integral part of
manuf acturing, refining, processing or fabricating, or research and storage
facilities that are part of the process, which are used by qualified persons
perfornm ng manufacturing activities described in specific codes relating to
comput er, accounting, and office nmachines, electronic equi pment and
accessories, biotech or biopharnmaceutical activities, sem conductor

equi pment manufacturing activities and certain aerospace manufacturing
activities.

The M C explicitly excludes certain types of property fromthe definition of
qualified property, including equipnent used in the extraction process,
furniture, facilities used for warehousing purposes after conpletion of the
manuf act uri ng process, inventory, equipnent used to store finished products that
have conpl eted the nanufacturing process, and tangi bl e personal property used in
adm ni stration, general nmanagenent, or narketing.

The M C provides a variety of special rules for costs paid pursuant to a binding
contract and | eased property. The credit may be carried over until exhausted,
for a maxi mum of eight years. For small businesses, this carryover period is
extended to ten years. The taxpayer nust recapture any credit previously allowed
if the property is renoved fromCalifornia, disposed of to an unrelated party or
converted to an unauthorized use within one year fromthe date the property is
first placed in service in California.

The M C will becone inoperative on January 1, 2001, or on the January 1 of the
earliest year after 2001 if the total enploynment in nmanufacturing in this state
does not exceed by 100,000 jobs the total enploynent in nmanufacturing in this
state on January 1, 1994. The Enpl oynent Devel opnent Departnent (EDD) is
required to report to the Legislature annually on this determ nation.

Certain “new businesses” (as defined) may claim an exemption from sales and use
tax instead of this tax credit. The existing sales and use tax law also allows a
taxpayer to claim a refund for the sales or use tax that was paid on the purchase
of qualified property rather than claiming the MIC.

This bill wouldinclude specified lines of business relating to computer
programming and computer software in the definition of “qualified taxpayer” under
the MIC. These activities are described in SIC Codes 7371 (Computer Programming
Services), 7372 (Prepackaged Software) and 7373 (Computer Integrated Systems
Design).

Thi s bill alsowould include computers and computer peripheral equipment (as
defined in IRC Section 168(i)(2)(B)) that is used in computer businesses

described in SIC Codes 7371 to 7373 primarily for the development and manufacture
of custom or prepackaged software to the definition of “qualified property” under

the MIC. The value of any capitalized labor costs directly allocable to the
construction or modification of such property would also be included in

“qualified property.” Qualified property for taxpayers involved in computer
businesses described in SIC Codes 7371 to 7373 would not include any Section
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1245(a) (3)(A) property tangi bl e personal property (e.g., shrink wap machines,
fork Iifts, etc.) other than conmputers and conputer peripheral equipnent.

This bill would allow a taxpayer that is involved in a conputer business
described in SIC Codes 7371 to 7373 and qualifies as a snall business under the
MCto claimthe credit on costs expensed under Section 179 of the IRC, even

t hough t hese costs would not qualify under the existing MC provisions. However,
the taxpayer would be required to reduce the anmount of the Section 179 expense
deduction by the anount of credit.

Pol i cy Consi derations

This bill would raise the follow ng policy considerations.

e The SIC code references added by this bill describe sonme service
activities. No other MC provisions relate to providing services.

e« By allowing only small busi nesses which are involved in conputer
activities to claimboth the credit and the Section 179 expensing,
this bill creates an inequity between snall conputer conpanies and all
ot her busi nesses which cannot claimthe benefits of both Section 179
and the M C for the sane property.

| mpl enent ati on Consi der ati ons

| mpl ementati on of the provision of this bill would occur during the
department’s normal annual system update.

Technical Considerations

Amendments 1, 2 and 3 would remove redundant language (Computers and
computer peripheral equipment were added twice to the definition of
qualified property).

FISCAL IMPACT

Departmental Costs

This bill would not significantly impact the department’s costs.

Tax Revenue Estimate

This bill is estimated to impact PIT and B&CT revenues as shown in the
following table.

Fiscal Year Cash Flow
Taxable or Income Years Beginning on and after January 1, 1998
Enactment Assumed After June 30, 1998
$ Millions

Fiscal Year 1998-99 1999-00 2000-01
Applied credits ($13) ($14) (%17)
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The estimated revenue | osses for the June 11, 1998, anendnent increased from
the estimate provided for the May 5, 1997, anendnent because the June 11,
1998, amendnents changed the operative date and added capitalized | abor
costs.

This estinate does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis bill.

Tax Revenue Di scussi on

The revenue inpact for this bill would be determ ned by the |evel of
qualified costs and the amount of credits applied agai nst avail abl e tax
liabilities.

This estinmate was developed in the followi ng steps. The anount of qualified
costs was estinmated fromnational data (U S. Departnment of Commerce) for SIC
Code 737. That ampount was adj usted, using sales receipt data, to provide a
proxy for the portion of overall U S. investnent that may reasonably be
assunmed to be accounted for by activities in SIC 7371, 7372 and 7373. The
next step was to estinmate the portion of national investnment that would
occur in California. California’s share of the total was obtained by

adjusting the U.S. capital expenditure figure by the ratio of California’s

employment over U.S. employment in SIC 7371, 7372 and 7373. The qualified

expenditures for 1993 were grown to approximate levels for 1998 adjusted by

capitalized labor costs. The final step was to estimate the amount of

credit that would be used. This was accomplished using a microsimulation

model of tax returns from prior years.

BOARD POSITION

Support.

The Franchise Tax Board voted at its April 14, 1997, meeting to support this bill
as amended April 9, 1997.



Mari on Mann DeJong
(916) 845-6979
Doug Branhal |

FRANCHISE TAX BOARD'S
PROPOSED AMENDMENTS TO AB 1063
As Amended June 11, 1998

AMENDMENT 1
On page 16, strikeout lines 5 through 12 inclusive, and insert:

(6) Qualified property does not include any of the

AMENDMENT 2

On page 29, strikeout lines 39 and 40 inclusive.

AMENDMENT 3
On page 30, strikeout lines 1 through 6 inclusive, and insert:

(6) Qualified property does not include any of the
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